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CHAIRMAN DUNN: Good afternoon, everybody.
Welcome to round two of our investigation hearings with the
Senate Select Committee.

I want to do a couple real quick housekeeping
matters, and then also open up to any comments by any of the
committee members, and we"ll get right to our witnesses.

First of all, as you can see, we"ve added a
technology person, Donna, who"s over here, because there®s
certain reports we"re going to be going through today, as we did
last week. We wish we had had the foresight to have done this
last week. When we"re talking about specific language, we want
to have everybody to have access to what we"re dealing with.
That"s the reason that we"re bringing in the information
technology folks to be able to do that for everybody®s benefit
as we move through some of these reports.

We also have Evelyn back as well. For those that
are interested in transcripts, getting the transcripts of our
hearings, we are working on trying to -- and slap me if | say
this incorrectly -- that we are working to make sure that they
are available via disk shortly after the hearings. Because as I
suspect those who want copies of the transcript, that would
probably be the easiest format, and we"ll keep everybody posted
when that"s ready to go, how and through what means you can
access a transcript by a disk.

What we"re trying to avoid, everybody, and no

surprise to anyone, is our office, or Evelyn, or anybody having

to make a whole bunch of hard copies, when we can do it via

technology. We"re trying to make that happen, and hopefully,
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happen quickly. We"ll let everybody know as soon as that is
worked out.

As far as some of the procedural issues of what"s
been going on in the background, we are continuing to work with
the Five generators that have received document requests.
There®s been partial written responses, some discussions that
will be undertaken of trying to work out objections and
confidentiality objections, and also just plain burdensome
concerns about those from both sides, to be honest. So, that is
still a work in process. Again, we"ll keep everybody posted
with respect to that.

We have also served document requests on at least
one of the pure traders. Enron received one. There are going
to be more in that category: Edison Market Trading, Merril
Lynch Capital Services, Morgan Stanley, Sempra, Arizona Public.
There®s a whole series of them that fall into that category that
will be receiving document requests as well. 1 don"t want Enron
to think we"re just picking on them by any stretch of the
imagination.

Same process, written document requests. We"re
willing to work with everybody who"s on the receiving end to
minimize the burden, resolve confidentiality concerns, et
cetera; something that we expect will take a little bit of time,
but trying to do it as cooperatively as possible.

As many of you are probably aware, one subpoena

was issued already, or is about to be issued today, but it got

some notoriety yesterday because it showed up in Rules Committee
yesterday. That"s a subpoena at the 1SO seeking various
confidential information that is available there. Of course,
I1SO has to go through their hoops and ladders before they can

actually respond to that subpoena, which I*m sure, once served
Page 2
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with that subpoena, those hoops and ladders will be undertaken,
giving all of the interested parties an opportunity to make
whatever comments, objections, whatever the case may be.

We"re also putting together the next hearing,
which we anticipate will be next week, most likely on Thursday.
Again, we will finalize that as quickly as possible.

An alert to everybody. We are going to plan one
of the hearings in the not too distant future in Southern
California. The longer we go, we may add additional ones in
Southern California to give a little fairness for folks, that
they aren™t all here iIn Sacramento. But | just want to give
everybody a heads up to that one.

Also, as | know everybody in this room is well
aware, there was an order from FERC yesterday. This hearing is
not about that order. That will be in the other committee; in
Senator Bowen®s committee that order will be addressed, some
significance.

I raise that because we have two witnesses here
that oftentimes their entire life is, professional life, is an
interplay with FERC, and there may be some temptation to ask
them about the FERC order, and have them provide comments. They
are not here for that today, not prepared to do that. So, 1-°d

ask that we hold off getting into any discussion about the FERC

order yesterday.

In addition, I think that probably touches upon
all the procedural issues.

We"re going to try to make the hearings shorter.
Last week was our first one out of the box. It went long, as
everybody knew. A lot of foundational stuff that we had to
cover, and a lot of new terms for us, as a committee, that we

wanted to spent some time on understanding, but we"re going to
Page 3
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try to shorten it quite a bit, both, number one reason, for the
witnesses themselves, but for everybody®s sake, so we can get
right to the core information and avoid as much of the
irrelevant but interesting issues -- irrelevant to the subject
of this particular committee. So, we"re going to try to do
that, but bear with us. We"ll get better with each passing
hearing as we go on.

Our intent today is, with his great patience, 1is
to bring back Eric Hildebrandt, who will be Ffirst; then Dr.
Anjali Sheffrin; and I believe we"ve got the State Auditor here
as well too, who sat last week through a rather long hearing and
we didn"t get to as well. So, our hope is to get to all three
of those, and that we conclude by late afternoon.

And yes, Evelyn, let the record reflect that we
will give Evelyn all the necessary breaks that we need to, since
we put her In an endurance test last week.

Before I do anything further, I open it up. |IFf
any of the committee members wish to offer any opening comments
today, welcome any comments. Senator Morrow, Senator Bowen,

Senator Johannessen, Senator Escutia.

There is one other procedural thing. There was a
request by several of the members which 1 thought was an
excellent request. And that is, within a day or two of each
hearing, that we prepare a summary, a short summary, of the
testimony that was provided at that particular hearing. Not
only just for the committee members, but we"ll make them
publically available as well. So, we"re going to institute that
one, and we are in the process of summarizing the testimony from
last week from Dr. Wolak, or Professor Wolak, but we will be
doing that as well.

I just wanted to share a few quotes out of his
Page 4
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transcript, just to give everybody a little bit of the platform
of what we did last week, and where we"re going to build upon
that this week. Because this week is what I refer to as simply
another foundational hearing. We"re building some blocks here,
more for education for us than anything else, before we start
getting into an examination of the specific conduct of specific
companies on that wholesale electricity market.

A couple quick points that were raised by
Professor Wolak just as summary. He stated, as a result of the
exercise of market power, particularly in the summer months of
98, the markets were not functioning in a manner consistent
with a competitive market. It pretty much is not a market, but
ask-and-you-shall-receive in terms of prices that you can get.

He also stated, despite the fact that 1999 was a
reasonably good year, none of the fundamental problems with the
market were addressed that year. And even to date, he felt no

steps had been taken to assure no repeat of the huge price

spikes.

He stated, "The only reasonable explanation for
the extraordinary 2000 prices is the exercise of market power."
He also stated, when applied to the largest of the generators,
the Big Five as they"re referred to last week, when they applied
to FERC for market-based rates, it was his opinion that was
evidence that they all had market power at that time, and that
FERC has completely failed to enforce the Federal Power Act.

And one last comment, he mentioned that he has
done analyses of specific acts of specific generators, but
confidentiality agreements prevent him at this point from
disclosing his analyses.

Obviously, there was much more in the many hours

of testimony, but those are some of the highlights about market
Page 5
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power, at least in his particular opinion.

So, let us build upon that.

Senator Bowen.

SENATOR BOWEN: Thank you.

I think it"s important for me, as we begin these
hearings, to lay ought what I think the dual purposes are of
what we"re doing.

The first, obviously, is to investigate the
actual the conduct of various market participants and trading
companies which have a role in this.

But the second is to understand how the market
works in order to be able to make policy decisions about a
structure that might allow us to continue to have a market, but

one that actually functions to benefit consumers.

So, one side of this is looking at actual
conduct, to be able to assess what happened. The other is what
lessons are there for structuring how we want electricity to be
bought, sold, and delivered in this state.

I think it"s useful for all of us to keep in mind
that we have both of those tasks to do here, one looking back,
one looking forward.

CHAIRMAN DUNN: Thank you, Senator Bowen.

Any other comments? Seeing no other comments,
JudyAnne, if you would swear in. Our Leg. Counsel
representative from last week. |If you would do your duty,
please.

MS. McGINLEY: Thank you, Chairman. JudyAnne
McGinley with Legislative Counsel.

Will you please state your name for the record.

DR. HILDEBRANDT: Eric Hildebrandt.

MS. McGINLEY: Please raise your right hand.
Page 6
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[Thereupon the witnhess,

ERIC HILDEBRANDT, swore to

tell the truth, the whole

truth, and nothing but the

truth.]
MS. McGINLEY: Thank you.
CHAIRMAN DUNN: Eric, do you prefer Doctor,

Professor? 1 know you"re going to say Eric, aren™t you?

DR. HILDEBRANDT: Eric"s fine.
CHAIRMAN DUNN: We®"l1l comply with your request

today on that one.

If you would, state your full name.

DR. HILDEBRANDT: Eric Hildebrandt.

CHAIRMAN DUNN: Eric, can you give us, just in
brief summary, your background?

DR. HILDEBRANDT: I am Manager of Market
Monitoring in the Department of Market Analysis at the
California I1SO. My job duties there are rather broad. They
involve monitoring and reporting on the markets, special
analysis related to both monitoring the market and market design
issues. And most recently, much of that has been focused on
market power, the exercise of market power in California“s
market.

CHAIRMAN DUNN: We asked the same question of
Professor Wolak last week, but again, some of us need repeating.

Can you tell us the difference between the Market
Surveillance Committee and the Market Analysis Committee within
the 1SO structure?

DR. HILDEBRANDT: Frank described the Market
Surveillance Committee, which is an independent external panel

of three experts who both advise the 1SO, as well as can report
Page 7
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directly to FERC. And they advise the ISO Board as well as 1SO
staff.

The Department of Market Analysis, my -- the
Department of Market Analysis, of which 1 belong, is the
internal sort of the economic analysis department within the
ISO. And again, really covers a variety of functions:
reporting on the markets, monitoring the performance, and often

aimed at providing input on a going-forward basis on market

design issues.

CHAIRMAN DUNN: Can you give us a little bit of
your background as far as education and experience?

DR. HILDEBRANDT: Yes. My degree, Ph.D. and
Masters, are in energy management and policy. It"s an
interdisciplinary degree of economics, computer science, and
policy focused on the energy industry.

My professional focus for over the last decade
has been on the electric utility industry as a consultant, and
also working at the Sacramento Municipal Utility District in
research and evaluation, and finally here at the 1SO in market
monitoring.

CHAIRMAN DUNN: 1I"m going to give you an open
forum for a bit, Eric, as you and 1 have discussed.

There are two specific reports that we want to
talk to you about today. One is dated March 2001, entitled,
"Further Analysis of the Exercise and Cost Impacts of Market
Power in California®s Wholesale Energy Market.'

And the second one is the April 9th, 2001 report
prepared by you, entitled, "Impacts of Market Power in
California®s Wholesale Energy Market: More Detailed Analysis
Based on Individual Seller Schedules and Transactions in the 1SO

and PX Markets.™
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You were very gracious enough to prepare a
briefing concerning those two reports, and kind of covering a
broader context that 1 know all of the committee members have.
So, what 1 want to do, just to set the stage here, and then go
back examine some portions of the two reports in more detaili is
simply give you an open forum and say, tell us about the context
of these two reports, why they were prepared, and general
conclusions, if you would.

DR. HILDEBRANDT: Thank you.

First of all, starting with the March report,
it"s Iimportant to note it was filed, prepared and filed with
FERC. In conjunction with the filing, it was the 1SO"s comments
on FERC"s staff"s recommendations on prospective market
monitoring and mitigation for California®s wholesale market.
So, really the intent of the study, both my study and another
study by Dr. Sheffrin, were to flesh out, 1| guess, what I would
characterize as three legs of kind of the argument that the IS0
was putting forth to FERC with respect to the observed exercise
of market power in California®s market, and with the objective
of emphasizing to FERC that significant market power had been
exercised, and therefore warranted strong market power
mitigation on a going-forward basis.

So again, the report -- the first report was
filed specifically, although impirically looking back at the
market, the goal was to motivate or impress upon FERC the need
for strong market power mitigation.

My report, the March report, covered two of, 1
think, the legs, sort of the legs of the argument that the 1SO
put forth to FERC. And the first of which was that when one
looks at the ISO system on a system level, compares actual

market prices to what one would expect In a competitive
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marketplace, there"s a significant gap which cannot be explained

by basic fundamental supply and demand conditions, gas prices,
1

emissions credits, a lot of the factors that you®"ve heard
mentioned as attributing to the high prices this summer.

But the basic approach with this analysis is to
look at actual system conditions, and control for all those
other factors -- the gas price, and availability of hydro, et
cetera -- and really factor in what a price would be, taking
those into account, and compare that to actual system prices,
the difference being attributable to market power or the --
primarily an increase in price due to bidding above costs, above
levels you would expect in a competitive market by suppliers.

So, the first part is a system level analysis.
And fundamental conclusion there were that observed prices were
approximately 30 percent higher than one would expect in a
competitive market given system conditions.

CHAIRMAN DUNN: Yes, Senator Johannessen.

SENATOR JOHANNESSEN: Thank you, Mr. Chairman.

You®re referring to the March study that you
made?

DR. HILDEBRANDT: Correct.

SENATOR JOHANNESSEN: The sale of power at that
point was 30 percent higher than we normally would have expected
on an open and free market?

DR. HILDEBRANDT: The 30 percent figure was
looking back over to the previous 12 months. It was kind of an
annualized number. So, putting the summer and fall experience
in a perspective of an entire year, total costs were about 30
percent higher than what we would have expected in a competitive

market.
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SENATOR JOHANNESSEN: All right, thank you.

CHAIRMAN DUNN: While we"ve interrupted, Eric,
quick question for you.

We had Frank do the same thing, and I*m going to
ask Anjali when she comes to testify.

How do you define the phrase, market power?

DR. HILDEBRANDT: Well, on an individual supplier
basis, it"s a supplier acting not as a price taker, but rather
bidding or offering supply at a price higher than its marginal
cost in an effort to raise the market price, and thereby profit.

CHAIRMAN DUNN: Senator Escutia.

SENATOR ESCUTIA: Dr. Hildebrandt, you indicated
that after you"d taken into account all these factors, you know,
all these costs, whether it"s supply and demand, gas, you
recited a whole host, and you identified the difference due to
market power, which is about 30 percent higher than one would
expect in a competitive market, have you been able to segregate
that figure and to further refine it, to see how that 30 percent
plays out, whether it"s a Stage One alert, a Stage Two alert, a
Stage Three alert, a meltdown.

Are there price differentials depending on the
type of alert we"re on?

DR. HILDEBRANDT: We did -- Table 2-3 of the
report does precisely that. It took the results for the last
year, and disaggregated them into Stage One through Three alerts
and no alert.

We did that because the comments we were

responding to at the time, the FERC proposal, proposed to

mitigate prices only during Stage Three alerts, and --
SENATOR ESCUTIA: So, what"s the price

differential that might be, perhaps, that"s higher than one
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would expect in the competitive market, segregated by stages?

DR. HILDEBRANDT: Well, reading from the table,
during staged alerts, say a Stage Two or Three alert, prices are
competitive. Baseline price was in the $250 to $300 range.
Observed prices were in the $400 range.

During Stage One alerts, | see an average
price -- our competitive baseline was about $200, compared to
an observed price of over $300.

And during the other hours, the no alert hours,
which 1 believe represent about 90 percent of the hours, our
competitive baseline price would be about $81, and the average
wholesale price was about $120.

So, you can see the -- our baseline price does --
you know, our methodology does allow the price, or it does, you
know, accounting for supply and demand. We do have a higher
price during the staged alerts. But again, a significant gap
between actual prices and what our competitive baseline would
suggest.

SENATOR ESCUTIA: Okay.

CHAIRMAN DUNN: Senator Morrow.

SENATOR MORROW: Just so I"m on the same track
with you, Dr. Hildebrandt, it"s easy to think of the exercise of
market power in terms of efforts to increase prices, but also
would you agree that the exercise of market power could be

accomplished by a buyer by underbidding demand, such as

1
decreased prices.
Do you agree with that?
DR. HILDEBRANDT: I think that was discussed last
week ..
In our market, it just wouldn®"t -- 1 guess what
1°d say is, demand can run, but it can™t hide. It can -- it has
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some flexibility in the day-ahead market, but ultimately in
real-time, demand has to buy.

SENATOR MORROW: I understand. You have the
whole issue of the inelasticity of demand itself, and they"re
stuck with that.

But at least in the reports that 1"ve read, and
the Auditor®™s report and such, it did note that on the other
side of the coin, from generators who are suppliers overbidding
the availability of supply, that you had buyers perhaps
underbidding their demand in an effort to try and decrease
prices.

I mean, if that was so, would that be an attempt
at the exercise of market power on the part of buyers?

DR. HILDEBRANDT: No, I wouldn®"t characterize it
that way.

First of all, I think they always did bid in --
offer to buy their demand. The question is, at what price. It
didn®"t clear oftentimes the PX market because their demand
curve, you know, they weren"t willing to pay the prices that the
suppliers offered. Ultimately, in real-time, then, the 1SO
would buy the power for them.

SENATOR MORROW: In view of that, then, how Wguld
you characterize? There®s been an issue discussed of buyers
underscheduling their demand. That"s what I"m referring to.

And as far back as in March of 1999, the 1SO
market analysis, at least according the Auditor, reported to the
FERC and the PUC their concerns about investor-owned utilities
doing precisely that, underscheduling their demand.

DR. HILDEBRANDT: What they would do, they were
trying to minimize their costs as buyers. Their costs are the

function of what they buy, and the price on the PX market, and
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then what they buy, and the price in the real-time market.

So, there is a point in the day-ahead market
where they would -- they would have a price point at which they
would not want to buy any more at that price. Typically, that"d
be based on knowledge of the what they would pay in real-time.
And they would certainly seek to minimize their costs in the two
markets, splitting up their purchases in the two markets.

SENATOR MORROW: But you wouldn®"t --

DR. HILDEBRANDT: I would not characterize that
as the exercise of market power.

SENATOR MORROW: Or the attempted exercise.

DR. HILDEBRANDT: No, I would not.

SENATOR MORROW: Okay-

CHAIRMAN DUNN: Eric, we interrupted you. Do you
remember where you were?

DR. HILDEBRANDT: Yeah, I was covering the first
study.

CHAIRMAN DUNN: Right.

DR. HILDEBRANDT: 1 think one thing 1 didn"t Qote
is, this is actually very similar to analysis that Dr. Wolak has
done and referenced several times last week. He talked about
his measures of market power. And this is very much based on
the similar methodology. We, you know, make minor differences
in the data that we use, some of the assumptions about the data,
but it"s fundamentally the same basic approach applied to
actualize their data.

Again, that"s driven in large part, you know, the
MSC is an advisor to the ISO, and certainly advises on how to
look at market power.

So, | guess first I"m summarizing the system

level analysis, or analysis of market power at a system level
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that we"ve done.

The second part of report, and I"1l just note
there that that is a classic measure of market power used by
economists. It"s the price-cost markup. It"s comparing, you
know, the marginal costs of the highest cost supplier needed to
meet demand to actual prices. And that is classic measure in
economics literature of market power. It is based on short-run
costs, albeit of the highest cost supplier.

So, another measure some economists propose is to
look at the cost of new investment, with a theory that resulting
prices when new investment is needed, they should yield prices
that are sufficient to cover the cost of new investment. It"s
sort of a —- it"s a longer run view in terms of the competitive
price that one might compare market outcomes to.

So, the second part of the analysis really took

the result, the actual observed prices. We also took our

competitive market baseline price that we had calculated, and we
looked at the cost of a new combined cycle plant locating iIn
California, and looked at the economics of that.

And the fundamental conclusion there was, that
prices over the last year were roughly double what it would take
to cover the cost, including fixed investment, of a new combined
cycle plant. The competitive baseline price was roughly double.
Actual prices were three to four times as high as would be
needed to cover the cost of new investment.

So, the finding there, or how we tied that to our
FERC filing was, we thought clearly there"s -- it"s another
indication of market power, using another test. And it also
suggested that prices could be significantly mitigated, perhaps
down to our competitive level, without deterring investment in

new supply in California.
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So, we thought that was an important point, and
in fact, made that because, In response to some of the arguments
we had seen being made for reasons why stronger market power
mitigation may not be appropriate.

I guess the third -- the third part of the
analysis is to -- or a third leg, 1 think, is to drill down and
look at individual suppliers.

When presented, kind of, with the evidence in my
reports, | think the reaction of FERC, or some observers was,
well, still these high prices may have just resulted from market
design flaws, rather than any intentional effort to raise the
price by suppliers.

So, we thought it was important to drill downlto
that next level and demonstrate -- provide additional evidence
that no, this wasn®"t just due to market design flaws, but
rather, you know, the exercise of market power by specific
suppliers.

Dr. Anjali Sheffrin®s study will cover that in
more detail. And our Filing was designed to kind of make that
third point in her testimony.

I1"11 just note, 1 think I do note in my report
some of the previous references to that to FERC. We did -- we
had drawn FERC"s attention before to the fact, you know, you can
verify. The simplest way is to compare in the real-time market
a supplier™s bids to their marginal costs, and look at that over
time. And if there"s a clear pattern there of bidding above
costs, it certainly suggests the market is not operating
competitively.

So, that covers my March report.

The final report, you referenced it as the second

report, was really a follow-up analysis. One of the things we
Page 16



19
20
21
22
23
24
25
26
27
28

© 0o N o o A~ W N PP

N N B R R R R R R R R R
P O © ©® N O OO A W N B O

2ENERGY . TXT

did in the first report was extrapolate from our competitive
baseline the difference between that and actual market prices,
extrapolate to the total of non-utility wholesale market in
California. And when we did that, we did estimate potential
wholesale impacts in excess of $6 billion over, I think, since
May of 2000.

So again, there we wanted to take the 30 percent
markup number and really put it in context and show what that
translated into was billions of dollars for California

consumers.

In response, FERC did request a rather quick
analysis, just aggregating the $6 billion into different
markets. Precisely which markets this would have been incurred
in, which months, and specifically, which sellers.

So, although the original study was not designed
to do that, we undertook a second analysis, more of a bottom-up
analysis, where we took individual schedules, and bids, and
real-time transactions by seller, and calculated the difference
between our competitive baseline price and the price they
received, either for a sale in the PX, or a sale in the 1SO
market.

There®s also a large segment of the market are
bilateral schedules or transactions where we don"t have actual
transaction data. One of our assumptions in the explicit
assumptions in the initial analysis was that we used the PX
price as a proxy for these bilateral markets. And we continued
that assumption in the supplemental analysis to FERC in
disaggregating the $6 billion.

When we did that, we did get -- you know, we
continued to get potential costs in excess of $6 billion. But

when one does look at it -- I"m looking at Page Nine of the
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supplemental briefing that 1 supplied last week -- roughly 2
billion of that was incurred --

CHAIRMAN DUNN: If 1 can interrupt you. We"re
going to pull it up so everybody can see it.

I think 1 mentioned Page Four?

DR. HILDEBRANDT: Page Nine, Figure Four.

CHAIRMAN DUNN: This is on the briefing,

everybody. It"s item, if you"ve got this little index that we
passed around, it"s Item Number Four.

For the audience, what we"re referring to is what
I referenced in my introductory comments, that Dr. Hildebrandt
had prepared a briefing paper, summarizing basically the reports
and so forth. That"s what we"re referring to here.

SENATOR MORROW: I apologize, Mr. Chairman. Item
Four.

CHAIRMAN DUNN: This is the way they are in the
computer here.

SENATOR MORROW: Do we have this thing contained
in this notebook?

CHAIRMAN DUNN: You do.

SENATOR MORROW: Where is that at?

CHAIRMAN DUNN: I don®"t know, but let me find it
for you real quick.

Which part do you want to zero in on, Eric?

DR. HILDEBRANDT: Just the graph, the top half.

CHAIRMAN DUNN: We"ll enlarge it so you can see

DR. HILDEBRANDT: This is the same information
that"s provided in numeric format in report to FERC. 1 made a
chart out of it to try and make it easier to visualize and

describe.
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You"ll see there, our March 22nd report did,
based on extrapolation, show about $6.7 billion of potential
costs in excess of an hourly competitive market baseline price.

We did, you know, going through individual

2
schedules and transactions, identify roughly $2 billion in
excess of our competitive baseline incurred in the I1S0O"s
real-time energy market. That"s the dark segment -- the darkest

segment of the bar on the right side.

There®s about, 1 think, $.4 million in the 1SO
ancillary service market, which Is our capacity payments for our
units.

There®s also, 1 believe it"s about 1.5 billion in
the PX energy market, direct transactions in the PX market.

And the final top section, about $2.7 billion is
a -- 1 would call that the bilateral market. These are simply
schedules that the ISO receives from different market
participants. We do not know the transaction price. These may
be bilateral transactions, some degree of pre-existing
contracts, et cetera.

So again, one would have to have additional data
to -- on actual transactions price, to do an analysis of this
market.

The other thing we did, the next page chart, just
by way of explanation, FERC wanted us to chop this up by
jJurisdictional and nonjurisdictional sellers by month and by
market, | believe on FERC"s belief that their jurisdiction to
order any refunds might be limited to, you know, the 1SO and PX
markets, and only entities with market-based rate authority in
those markets. And that further more, it might be limited by
the October 2nd date, triggered by a filing, basically, a case

when the investigation was opened.
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CHAIRMAN DUNN: Let me interrupt you, Eric. )

For those that are unfamiliar, what is that
October 2nd investigation that was opened?

DR. HILDEBRANDT: Okay-

When prices spiked this summer, FERC opened an
investigation. There was also a complaint filed with FERC. 1
believe it"s a 206 Complaint by San Diego and a number of other
parties of consumers, and requesting an investigation by FERC,
an action, on the grounds that the rates being observed in the
market were unjust and unreasonable.

I believe there"s a 60-day period from when that
complaint was filed and accepted by FERC for investigation when
they believe any refund authority might begin. So, counting 60
days from the opening, or the filing of that complaint, 1
believe is October 2nd, and that"s a date that has some
significance in terms of -- potential significance in terms of
refunds.

So, the first chart, I"m really just taking, you
know, on the left, I carried over the same bar, the 6.7 billion.
I"m just showing you, if I chop that into FERC jurisdictional
and non-FERC jurisdiction, you can see there a significant
portion, particularly of the real-time sales, would be
nonjurisdictional sellers. This would include public utilities,
federal entities, and state entities.

SENATOR BOWEN: Question.

Just on the concept of how the sales by
jJurisdictional entities relate to prices that are then charged
by others over whom FERC was does not have jurisdiction, what
would happen if the sales of those entities who are under the

2

jJjurisdiction of FERC were limited? What impact would that have
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on prices charged by public agencies and other sellers?

Would they still continue to float up that high?
Or would that have the impact of bringing the overall prices
down?

DR. HILDEBRANDT: 1"m not sure I understand the
question.

I"m thinking of it In two different ways. |
mean, one, I mean —-

SENATOR BOWEN: Let"s try it the simple way. |1
was trying to make it more complicated than it needs to be.

Much ado has been made over the amount of money
that Bonneville Power Administration, LADWP, and various others
have made.

My assumption is that their ability to charge a
thousand dollars a megawatt hour only arises because that"s
where the market is. And if the market®s dysfunctional, they
get a ride on the surf board of the dysfunctional market.

If you control the other parts of the market,
presumably, they no longer have the opportunity to take a ride
at those high price levels. That"s my assumption.

I need to know if that"s accurate or not.

DR. HILDEBRANDT: Sure, yeah.

And an important note here, this part of the
analysis makes no connection with, you know, what revenues one
may have received and their bidding activity, how -- you know,
to the extent they might have exercised market power, or merely

benefitted by the exercise of market power by others.

SENATOR BOWEN: But even assuming that the
behavior of those participants is not the problem, just what
happens as a result of where the market is to generators, the

power producers like LADWP, Bonneville, Power X, who are not
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within the jurisdiction of FERC? And how would a market
structure that prevents market power exercised by FERC-regulated

generators affect prices paid to those other entities?

DR. HILDEBRANDT: 1 think the connection -- one
thing about market power, 1 think it is -- there"s kind of a
vicious circle, or this circular effect, which is -- is that the

exercise of market power increases market power, increases
expectations of market power, increases perhaps the replacement
cost of hydro energy, hydro pump storage certainly. A lot of
these --

SENATOR BOWEN: So, you"re telling me the
psychology of it is sort of like NASDAQ to 5100, that the more
it goes up, the more it goes up, because people come to expect
that that"s what"s going to happen.

DR. HILDEBRANDT: And part of that psychology, iIn
some cases, a unit"s supply cost, if they“"re not thermal, their
supply cost may, in fact, be tied to the price of power. And to
the extent that price of power is inflated by market power, then
they need to charge more. Theilr cost basis is higher.

I just would use pump storage as an example. |If
I"m literally pumping at night at, you know, on PX prices, and
then 1™m selling during the day, my cost basis would be a PX
price, which might be greatly inflated by market power, but
nonetheless, that®"s my cost of filling my pump storage unit.2

So, there"s this kind of circular effect. It"s
very difficult to disentangle. You need a lot of
seller-specific information.

This is an accounting exercise, you know. And 1
can"t emphasize enough, this iIs an accounting exercise. It"s
not designed to attribute, you know, or identify exercise of

market power by specific entities, or the actual refund that
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might be incurred by individual entities.

SENATOR BOWEN: I think my question®"s actually
more general.

What I"m trying to understand is, the extent to
which the exercise of market power by one, two, or small number
of market participants can drive the entire market upward in a
spiral.

I mean, that®"s what it looks like to me, but 1
don"t have a degree in economics and energy pricing.

DR. HILDEBRANDT: No, and that"s the point I
would just make based on, you know, having looked at the market
this summer. There"s a great degree of -- it Is -- it reminds
me of inflation, you know, back when there was this expectation
of inflation embedded in the economy. It was very hard to wring
out.

And when you get the expectation of market power,
you get that perpetuated in power sales, you know, as bilateral
transactions are made, and then that is -- you know, somebody
has encouraged that price.

SENATOR BOWEN: Again, and that®"s a looking
forward question, where 1™"m trying to understand what the imgact
might be of getting control over some parts of some number of
market participants, because FERC has made the case over and
over again that we can"t do certain things effectively because
not all of the generators, traders, et cetera, are within our
jurisdiction.

But my question is, to what extent does the
market, by its very nature, sort of wrap everybody in together,
regardless of legal jurisdiction?

DR. HILDEBRANDT: Yeah, they do. And I can"t get

into the legal jurisdiction.
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I guess just -- 1 think the key to unwinding it
is, | think, the thermal and other generators under FERC
jurisdiction, if their market power is mitigated, that"s the key
to unwinding kind of this circle that 1"m referencing to, and
the fact that all sellers may not be under FERC jurisdiction,
but 1 guess to me is not a reason not to mitigate, you know, the
market power of those under FERC jurisdiction.

Does that answer?

SENATOR BOWEN: Yes, it is helpful.

CHAIRMAN DUNN: Anything else, Eric?

DR. HILDEBRANDT: Just a final cut, just to show
you how this goes down further if one looks at the market from a
pre-October period. This would be the next page, 1 think, has a
similar chart.

This next chart simply chops those down or
reduces them further. Actually segments them further into -- on
the middle bar, shows the May through September period, and then

the last bar shows the October through February period --

You do see there, you know, using perhaps the
narrowest definition of a refund -- potential subject to refund,
it would be about $1.3 billion in, you know, FERC jurisdictional
sellers in FERC, in PX and ISO markets after October 2nd.

So, that, 1 think, concludes my summary of the
two reports 1°ve done, and how they relate, | think, to the
overall filings they were included with.

CHAIRMAN DUNN: 1"m going to drag you into a
little more detail on some of it, Eric, if you don"t mind.

Donna, same exhibit, Page Five. |If we can do the
first bullet point that starts, "As part of our comments," and
1"m going to go through these rather rapidly.

You see the First paragraph that we"re referring
Page 24
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to? This is out of your briefing paper.

DR. HILDEBRANDT: Yes, | do.

CHAIRMAN DUNN: The reason 1 raise this, you
basically talked about it. But the very last phrase says,
"rather than to allege specific "overcharges®™ that should be
subject to refund.”

This was your testimony before, that your focus
wasn®"t on determining what amounts above the competitive bidding
price really should be subject to overcharges. It was simply
its relationship to the use of market power.

DR. HILDEBRANDT: Yes, and the word overcharge, 1
believe, was used, you know, just immediately by -- in the
press. The report was characterized as quantifying overcharges.

And 1 want to take this opportunity to, you know,

clarify.

It was not intended -- it was not used -- in
fact, overcharge does not appear in the report. And there"s a
more detailed level of analysis that one would have to do to get
to potential overcharges, typically based on a lot more
information we simply don"t have, and that only FERC, 1 believe,
could compel suppliers to provide.

CHAIRMAN DUNN: Do you know, is FERC making that
analysis, to your knowledge?

I don"t want you to speculate if you don"t know.

DR. HILDEBRANDT: Yeah, I don"t want to speculate
to the degree they might be utilizing.

Certainly one of the reasons we undertook the
follow-up analysis was to do everything we could to facilitate
any analysis FERC was doing on the issue of overcharges.

CHAIRMAN DUNN: Okay.

I want to skip to the next bullet point, Donna.
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As she"s bringing it up, it says, "The first of these reports

was a top-down analysis,' et cetera, et cetera.

Real briefly for us lay people, what do you mean
by top-down analysis?

Eric, 1"m going to just throw the second
question, the bullet point down toward the bottom of the page,
that says, "In response to,”™ you refer to that one as a
bottom-up accounting.

Just explain the difference for us.

DR. HILDEBRANDT: Okay. First of all, the way we

actually calculate the competitive baseline price is not

top-down. That"s very much a bottom-up number.

I characterized it as looking at actual supply
and load conditions.

We look at that based on unit level availability,
output, et cetera, on an hourly basis.

So, we calculate the competitive baseline price
very much on a bottom-up.

But then, when it comes to extrapolating in terms
of total potential cost, we simply took the hourly results. Say
my competitive baseline was $50, and average wholesale prices
were 100, we simply applied that $50 difference to the total 1S0
load, minus what we had identified as utility-owned generation.
So, that"s what I mean by a top-down.

It"s literally, we take a system level number
that"s reported for the I1SO, subtract out utility generation,
and extrapolate in that manner. And that®"s why I used the word
top- down there.

CHAIRMAN DUNN: Okay, and basically your March
report that you"ve already talked about, that was the top-down.

Your April 9th report that we"1l take a little bit about, that
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was the bottom-up?

DR. HILDEBRANDT: Yeah, correct.

CHAIRMAN DUNN: 1 know that Dr. Sheffrin®s going
to be following you and testifying herself, but hers is the
third report we"re going to deal with today. That basically
looked at individual behavior by individual participants?

DR. HILDEBRANDT: Correct. 1It"s more along the
lines of the bottom-up, and goes beyond -- again, 1 emphasize,
this was more of an accounting exercise versus getting to thg
individual exercise of market power.

CHAIRMAN DUNN: Okay-

Donna, can we bring up Number Two on your index.
Let"s go to the Executive Summary, Page Two, going into your
March report, which you just described as a top-down analysis.

I"m going to the second paragraph, about fourth
line. It starts, "Results show that,"” and then highlight the
rest of that paragraph from "Results' down.

Do you see where I"m referring to?

DR. HILDEBRANDT: Yes, | do.

CHAIRMAN DUNN: It says:

"Results show that after
incorporating potential
NOx costs and hours of
resource scarcity into
the analysis, over 30% of
wholesale energy costs
over the last year can be
attributed to market
power, or a level that
clearly exceeds the range

that may be consistent
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with a workably
competitive market. The
results clearly show that
market power is not
limited to hours when a

deficiency in operating

reserves requires the 1SO
to declare the existence
of a system emergency."

Can you just give us a little more detail? 1
know you talked about it briefly, but we"re lay people. Educate
us a little bit.

DR. HILDEBRANDT: Okay.

Well, 1 think the first -- another point 1
haven®t made yet. You know, 1 talked about how the 30 percent
markup, or price in excess of competitive levels, accounts for a
wide range of supply and demand conditions.

What I didn"t mention was absolute hours of
potential, absolute resource scarcity. 1 guess as an economist,
we would define or we have defined scarcity as not simply tight
supply and demand conditions, but where supply simply isn"t
sufficient to meet demand.

We calculate demand as system load for energy,
plus a 10 percent capacity reserve margin, which we thought was
rather generous. 